NAVAL POSTGRADUATE SCHOOL 
Monterey, California 




THESIS 



OIL POLICY IN RUSSIA TOWARD SELECTED NEW 
INDEPENDENT STATES. 

by 

John J. Stevens III 
December, 1996 

Thesis Advisor: Misha Tsypkin 

Second Reader: Robert Looney 

Thesis 

S7128 

Approved for public release; distribution is unlimited. 



r . ley KNOX LIBRARY 
••AVAL POSTGRADUATE SCHOOl 
MONTEREY GA 93^43-5101 



REPORT DOCUMENTATION PAGE 


Form Approved 
OMB No. 0704-01 88 


Public reporting burden for this collection of information is estimated to average 1 hour per response, including the time for reviewing instruction, 
searching existing data sources, gathering and maintaining the data needed, and completing and reviewing the collection of information. Send 
comments regarding this burden estimate or any other aspect of this collection of information, including suggestions for reducing this burden, to 
Washington headquarters Services, Directorate for Information Operations and Reports, 1215 Jefferson Davis Highway, Suite 1204, Arlington, VA 
22202-4304 ana to the Gmce or Management ana duagei, Paperworx Reauction Project (0704-0168; Wasnington DC 2050^. 


1. AGENCY USE ONLY (Leave blank) 2. REPORT DATE 3. REPORT TYPE AND DATES COVERED 

December 1996 Master’s Thesis 


4. TITLE AND SUBTITLE 

OIL POLICY IN RUSSIA TOWARD SELECTED NEW INDEPENDENT 
STATES. 


5. FUNDING NUMBERS 


6. AUTHOR(S) 
Stevens, John J. Ill 


7. PERFORMING ORGANIZATION NAME(S) AND ADDRESS(ES) 
Naval Postgraduate School 
Monterey, CA 93943-5000 


8. PERFORMING ORGANIZATION 
REPORT NUMBER 


9. SPONSORING / MONITORING AGENCY NAME(S) AND ADDRESS(ES) 


10. SPONSORING / MONITORING 
AGENCY REPORT NUMBER 


11. SUPPLEMENTARY NOTES 

The views expressed in this thesis are those of the author and do not reflect the official policy or position of the 
Department of Defense or the U.S. Government. 


12a. DISTRIBUTION / AVAILABILITY STATEMENT 

Approved for public release; distribution unlimited. 


12b. DISTRIBUTION CODE 


13. ABSTRACT (maximum 200 words) 

Following the breakdown of the Soviet Union, one of the world's strongest oil producing 
industries was divided into a few major oil provinces. The Russian energy industry has been adversely 
affected by this process. The process of change to the former Soviet oil industry including: Russian 
efforts to maintain control of its former resources, NIS resource development, western capital 
investment, and environmental issues in the major oil provinces of the former Soviet Union, is the main 
focus of this thesis. 

Free market world oil majors and their counterparts, both in Russia and the New Independent 
States, have developed a number of significant alliances that have resulted in several potentially lucrative 
joint ventures. The coercive tactics that the Russian government resorts to in an effort to pevent its 
former republics from efficiently developing their reserves, and the position the United States must take 
to ensure these efforts are stifled will be addressed. 

A sound grasp of these critical energy issues will result in the development of these vast j 

resources in a manner favorable to U.S. national interests. This will provide security for our strategic 
reserves and offer a viable alternative to the Persian Gulf resources far into the twenty “first century. 


14. SUBJECT TERMS 

Oil, Oil Policy, Former Soviet Union Oil Resources, New Independent States Oil Resources, 
European Oil Pipelines, U.S. Energy Industry Interest in Former Soviet Oil Resources 


15. NUMBER OF PAGES 

119 


16. PRICE CODE 


17. SECURITY 

CLASSIFICATION OF REPORT 

Unclassified 


40 cppi IPITY 

CLASSIFICATION OF THIS PAGE 

Unclassified 


19. SECURITY 
CLASSIFICATION OF 
ABSTRACT 

Unclassified 


20. LIMITATION OF 
ABSTRACT 

UL 



NSN 7540>01 >280-5500 Standard Form 298 (Rev. 2-89) 



Prescribed by ANSI Std. 239-18 



l 



11 



Approved for public release; distribution is unlimited 



OIL POLICY IN RUSSIA TOWARD SELECTED NEW 
INDEPENDENT STATES. 

John J. Stevens III 

Lieutenant Commander, United States Navy 
B.S., University of the State of New York, 1981 

Submitted in partial fulfillment of the 
requirements for the degree of 



MASTER OF ARTS IN NATIONAL SECURITY AFFAIRS 



from the 



NAVAL POSTGRADUATE SCHOOL 
December 1996 



DUDLEY KNOX LIBRARY 
NAVAL POSTGRADUATE SCHOOL 
MONTEREY CA 83943-5101 



ABSTRACT 

Following the breakdown of the Soviet Union, one of the world's strongest oil 
producing industries was divided into a few major oil provinces. The Russian energy 
industry has been adversely affected by this process. The process of change to the former 
Soviet oil industry including: Russian efforts to maintain control of its former resources, 
NIS resource development, Western capital investment, and environmental issues in the 
major oil provinces of the former Soviet Union, is the main focus of this thesis. 

Free market world oil majors and their counterparts, both in Russia and the New 
Independent States, have developed a number of significant alliances that have resulted in 
several potentially lucrative joint ventures. The coercive tactics that the Russian 
government resorts to in an effort to pevent its former republics from efficiently 
developing their reserves, and the position the United States must take to ensure these 
efforts are stifled will be addressed. 

A sound grasp of these critical energy issues by American policy makers will result 
in the development of these vast resources in a manner favorable to U.S. national interests. 
This will provide security for our strategic reserves and offer a viable alternative to the 
Persian Gulf resources far into the twenty-first century. 
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I. INTRODUCTION 



For more than a century the lure of Russian oil has attracted Western petroleum 
manufacturers. "The Tsar, after 1873 had allowed foreign interests to prospect for oil in 
the Caucasus, a source that seemed more extensive than Pennsylvania’s one [productive 
field]...". 1 By the end of 1893 regular shipments of Russian oil were consigned by the 
Shell Oil Company. Thus, the history of western business activity with respect to Russian 
oil is long-standing. Historically, foreigners have been able to buy oil from Russia at a 
better price than from the Middle East. This is, arguably, the main reason why the world's 
oil majors are competing for domination of the Russian, and former Soviet republic oil 
industry. Additionally, the potential for an upsurge in oil prices caused by the insatiable 
American market and the Third World’s newly developed appetite for petroleum, makes 
the vast undeveloped resources of the former Soviet empire all the more attractive. 
According to Fortune magazine's Richard Teitelbaum, by the year 2000 , demand will have 
soared from today’s 70 million barrels per day to more than 77 million, enough to raise the 
price to as much as $45 per barrel. By the year 2010 demand may be 95 million barrels, 
which could push even higher as oil producers scramble to feed ever busier gas pumps 
around the globe. 2 Teitelbaum continues. 



1 Anthony Simpson, Seven Sisters (London: Coronet Books, Hodder and Stoughton, 1988), p.77. 

2 Richard Teitelbaum, "Your Last Big Play in Oil," Fortune, October 1995 Vol. 21, 90. 
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Along with this increase in price and demand will come a serious strain on 
the traditional system of supply. Even if it opens all the faucets, the 12- 
nation cartel OPEC has less oil to spare than many think. Some big non- 
OPEC reserves, including Prudhoe Bay, are declining, and others like 
North Sea, soon will begin to sputter as well... .3 

It begins to become patently evident how important the new economic 
opportunities offered by the development and exploitation of Siberian and Central Asian 
petroleum resources are to the world energy market. In Russia, the state owned company 
Gazprom controls about one-quarter of the world’s known gas reserves. 4 Russia and the 
former Soviet republics may offer the last great domain of untapped petroleum on earth, 
and have the potential to significantly extend the useful life of fossil fuel related 
technologies. Huge investments have already been made by British Petroleum, Statoil, 
Shell International, Exxon, Chevron, and Mobil. Many other companies (including Middle 
Eastern enterprises), look east to the Caspian Sea and the Russian northwest oil region. 

This thesis will seek to identify and explain the significant political and economic 
issues spawned by competition for control of the vast, and primarily undeveloped, energy 
industry throughout Russia and the former Soviet republics. These issues include the 
correlation between the success of democratic systems and free market economies, and the 
increased potential for failure of these systems within the former Soviet empire without 
the direct involvement of the United States' government and private industry as preceptors 



^Richard Teitelbaum, "Your Last Big Play in Oil," Fortune, October 1995 Vol. 21, 90. 
4 Survey "Russia’s Emerging Market", The Economist , April 8, 1995. 
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and models of the quintessential capitalistic milieu. 

Additionally, based on Russia's coercive efforts to maintain at least partial control 
of her former energy assets, I will endeavor to show that without straightforward 
intervention by the West to ensure the success of these infant free market economies and 
political systems, there exists the possibility of reunification of at least some of the former 
Soviet republics with Russia into a smaller version of the Soviet empire. 
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II. RUSSIAN AND NEW INDEPENDENT STATES’ ENERGY 
RESOURCES AND DEVELOPMENT 

A. THE RESOURCES: POTENTIAL AND PROVEN. 

Russia (particularly Siberia), Kazakhstan, and Azerbaijan are regions with 
substantial petroleum resources and the main areas suitable for analysis. In a very short 
period of time, the free market world oil powers and their counterparts in the Former 
Soviet republics have developed a number of significant alliances. As background for total 
understanding of the huge economic and political influence energy resources offer in the 
former Soviet Union it is imperative to provide a detailed account of the process that led 
to investment activities in the Caspian Region. This will include activities in Kazakhstan, 
Azerbaijan, and the northwestern part of Russia, where great amounts of crude oil and gas 
have recently been discovered. Consequently, I will discuss the exceedingly promising 
Azeri, Chirag, and Guneshli Azerbaijani oil regions, the Ardalin, Priobskoye and Salym oil 
fields in Russia, and projects such as Tengiz and Karachaganak in Kazakhstan. 

1. Russia 

Russia is vastly important to world's oil markets. It contains the world's eighth 
largest oil reserves. Russia also exports a significant amount of oil and natural gas to 
Europe and is the world's second largest energy consumer. 

Russia has proven oil reserves of at least 50 billion barrels, although the country's 
actual resources may be substantially higher. Former Soviet Union oil production peaked 
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at 12.5 million barrels per day in 1988. However, Russian output has declined sharply 
since then, reaching 6.1 million in 1995. The decline in Russian oil production appears to 
be leveling-off, with output falling by only five percent in 1995, as compared to 15 percent 
in 1994 Oil output is expected to remain at this level for the next two years, before rising 
gradually after 1997. 

Historically, most of the former Soviet Union's oil production came from 
Azerbaijan’s Caspian region, which accounted for 70 percent of output in 1941. Between 
the 1930s and 1950s, the focus of oil field development shifted to Russia's Volga-Urals 
region, where the supergiant Romashkino and Arlan fields boosted regional output to a 
peak of 4.5 million in 1975. In the 1970s, supergiant West Siberian fields, such as 
Samotlor, Fedorovo, and Mamontovo compensated for natural production declines in the 
Volga-Urals. West Siberia now accounts for about two-thirds of Russian oil production, 
with fields in the Volga-Urals region producing less than one-quarter of the country's total 
output. Russia's Arctic region is a far smaller producer, but is the location of many 
Western joint ventures. Most new development activity today is focused in western 
Siberia's Tyumen region, where many smaller fields are slated for development over the 
next several years. Sakhalin Island in Russia's Far East is another area witnessing new 
developments. The dramatic production declines experienced since 1988 resulted from 
several factors, including natural reservoir depletion, insufficient investment, and poor 
technical management (such as the use of premature water injection). In recent years, high 
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production quota levels and extensive waterflooding operations have led to premature 



output declines in many of Russia's large fields. Attempts to bring smaller, widely- 



dispersed fields onstream to compensate for these production losses have resulted in 



strains on infrastructure and low production rates per well. As shown in Table 1., In early 



1995, almost 40,000 wells, about a third of Russia's total wells, were idle. 
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Table 1. Idle Oil Wells of Selected Russian Companies 
In 1994, upstream investment fell by almost 30 percent, to $2.3 billion, and 
exploratory and development drilling fell by about 40 percent from the previous year. 
Russian oil producers are facing a continuing financial crisis because of delinquent 
payments from consumers. Large arrears have reduced the availability of investment 
capital and, among other reasons, have prompted a shift to hard currency-generating oil 
exports outside the FSU. A comparison of FSU/non-FSU exports is shown in Figure 3. 
Most of Russia's non-FSU oil exports are destined for major European oil customers, 
including the United Kingdom, France, Italy, Germany, and Spain. Non-FSU exports rose 
from 51 percent of total exports in 1991 to 71 percent in 1993 and 76 percent in 1994. In 
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1995, non-FSU oil exports were estimated at 2.4 million barrels per day and are expected 
to remain at that level in 1996. In contrast, 1995 Russian oil exports within the FSU fell by 
100,000 barrels per day to 700,000 barrels per day. 

Lukoil, is the main Russian state-owned oil company. Its forecast output for 1996 
is estimated to be over 53 million tons. 5 It is actively seeking foreign investment for its 
domestic development projects and expanding its operations throughout Europe and 
beyond. Many Western operators believe if they do not have a foot in Russia’s door in the 
near future, they will be missing out on one of the industry’s greatest investment 
opportunities for the twenty-first century. This private company is trying to integrate all 
stages of the business from exploration to running gasoline stations. Lukoil sold a 15% 
share of the company to foreign investors in order to raise $3 billion to invest in 
development of new fields. This investment and development increased the value of the 
company 82% to $20 billion. In the meantime, Lukoil has (through manipulation of the 
Russian owned pipeline network) put pressure on the Sate Oil Company of Azerbaijan 
(SOCAR) to include it in the development of the three billion barrel Kapaz field a few 
miles to the east of its Guneshli project. 

Major energy initiatives between Russian and Western companies are expected to 
result in the development of some of the world’s largest oil and gas reserves. Projects such 
as development of the Timan Pechora Varandey Region, the Polar Lights Joint Venture 



5 U.S. DOE, Energy Information Administration Statistics, Country Analysis Report-Russia. 
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(JV), and the North Priobskoye and Salym fields in the Western Siberia Basin are breaking 
new ground. 



a. Timan Pechora 



A consortium, whose shareholders include Texaco (30%), Exxon (30%), 
Amoco (20%), and Norsk Hydro (20%), is currently developing reserves of over two 
billion barrels in Timan-Pechora's Varandey region near the Barents Sea coast (Figure 1). 
Under the development plan, investment of $45 billion is estimated over the projected 50- 
year life of the 11 area fields. In mid- 1995, the consortium agreed to allow Rosneft, 
Gazprom, Lukoil, and Yukos to acquire a 20 percent stake in the project. Plans also could 
include a scheme to transport crude oil to ice-breaking tankers via an underwater Arctic 
Ocean pipeline, which would bypass heavily-utilized sections of the Transneft pipeline 
network. However, further movement on this project has been stalled for legal reasons. 
The development of such a project would eliminate a lucrative source of revenue for the 



Russian government from pipeline use tariffs, and avoid certain export tariffs by creating a 
tanker terminal outside the twelve mile limit. 
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Figure 1 . Timan Pechora Projects 



9 



On 27 March 1996, the Russian oil company Evikhon and Royal Dutch 
(Shell's Russian subsidiary) agreed to set up a joint venture to exploit the Salym oil fields 
in the Western Siberia Basin (Figure 2 ). The Salym fields in Tyumen Oblast, have 
recoverable oil reserves of 139 million metric tons, and are expected to yield six million 
metric tons annually by the year 2003. Over the next 25 years, up to $1 1 billion could be 
invested in the project. 




Figure 2. Western Siberia Basin Projects 



Evikhon was created to develop the Salym fields in 1992, since that time 
Evikhon and Shell have already spent $100 million on exploratory work in Salym. 
Additionally, Amoco has a preliminary deal with Yuganskneftegaz and Yugraneft to 
develop the four billion barrel North Priobskoye field. Output is expected to peak at 
500,000 barrels per day with the use of horizontal drilling. Other regional development 
could be spurred by an upcoming competitive tender (bid for contract rights) by the 
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Yamal-Nenets regional government, which plans to auction fields containing 850 million 
barrels of oil reserves. 

b. Polar Lights Joint Venture (JV) 

A milestone in the industry’s history was reached when first oil flowed 
from the Ardalin field in Russia. Ardalin was developed by a US and Russian joint venture 
dubbed "Polar Lights"; proving Western and Russian joint ventures can successfully 
exploit and export the nation’s hydrocarbons. Six years ago Conoco started discussions 
with a number of oil and gas associations in the former Soviet Union. In December 1991 
Conoco and Arkhangelskgeologia (AG) formed the Polar Lights Joint Venture to further 
examine and develop oil fields that AG had discovered in Timan Pechora. Polar Lights is a 
unique Russian-American JV that differs significantly from other oil ventures being set up 
in Russia today. It was one of the first companies to bring major Western finances to the 
Russian oil industry and the JV represents the single largest investment from the West in 
Russia’s petroleum sector to date. By the terms of the JV both partners share equally in 
both investment costs and the resulting profits. The area licensed to Polar Lights is in the 
Nenets Autonomous Okrug of the Timan Pechora region. It is located within the Arctic 
Circle, some 125 km south of the Barents Sea. The Joint Venture area contains four 
identified oil fields that are known as the Ardalin Complex (See Figure 1.)-- named after 
the largest of the fields, Ardalin, which contains over 1 10 million barrels of oil reserves. It 
produces from a ten square km reservoir located at a depth of 3,200 m. The three satellite 
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fields, Oshkotin, Kolva and Dysushev that contain estimated combined recoverable 
reserves of 20 million barrels, are now being evaluated for development. Development of 
the Ardalin field involves the drilling of 24 new production wells (1 1 oil producers and 13 
aquifers), and reworking three existing wells. Conoco expects the developmental drilling 
program to take three years to complete, with each new well taking 90-120 days to drill 
and complete. 

Polar Lights is currently the most successful oil producing Joint Venture in 
Russia. Ardalin output is expected to peak at 25,000 barrels per day in 1996, and by 1997 
the Oshkotin, Kolva, and Dyusushev satellite fields are scheduled to come on-line. Conoco 
currently has invested over $375 million and plans to spend up to two billion dollars in 
regional field development. 

c. West Siberia: The Fields of the Future 

Conoco and AG are considering the possible future development of other 
oil fields in the northern Timan Pechora region (see Figure 1.). These fields, Khilchuyu, 
Yuzhno Khilchuyu, Yareiyu and Inzerei, contain more than one billion barrels of 
recoverable oil reserves. Initial investment to develop the Yuzhno Khilchuyu field, 
including construction of the associated infrastructure, could reach almost three billion 
dollars. The partners and several other companies are also considering the possibility of 
building an offtake facility in the Barents Sea. A terminal there would provide Russia with 
critical infrastructure in an area that has no export facilities. An additional investment of 
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two billion dollars would be needed to initiate this project. If these investments are made, 
the local and federal governments could receive up to $6.8 billion from taxes, royalties and 
other related income. Conoco will contribute more than $1.37 million to the Nenets 
administration over the next five years. It has also initiated discussions with the US 
Agency for International Development in hopes of securing further support for 
communities in Timan Pechora. 6 

iL Environmental Issues 

The environment at these sites is extremely fragile. Located in the Arctic 
tundra, some one thousand miles north and east of Moscow, winter temperatures at these 
sites often fall as low as -60°C. Harsh winds are frequent and daylight hours are very 
short. However, in the summer months the tundra becomes very marshy and it is difficult 
for heavy equipment to negotiate the terrain. Special considerations are necessary to 
operate in these conditions without damaging the fragile environment. Drilling rigs, 
accommodation modules, and support facilities were installed on raised earthen pads 
several meters thick to protect the tundra from heat or damage from the facility's weight. 
Short infield roads had to be built to connect these pads during operations, and all the 
construction work had to be carried out during the winter months when snow and ice 
protected the tundra. 

At Polar Lights, drilling rigs and new pipelines for the fields were modified 



6 0/7 & Gas Journal, Vol. 94, Issue 7, February 12, 1996. 
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to conform with new required safety, operational, and environmental standards. Special 
emphasis was placed on equipment that gives the operator greater ability to control the 
fluids and muds used "down hole." This improves the quality of the hole drilled, thereby 
increasing production capability. 

A 65 km insulated oil pipeline was built to transport the Ardalin crude 
connecting the complex with the Komineft pipeline at the Kharyaga field that is located 
southwest, outside the TV area. Current capacity of the pipeline is 30,000 barrels per day 
with the design capacity for expansion to 80,000 barrels per day. The 12 inch diameter 
pipeline was built above ground on special supports to protect the Arctic tundra. As 
Ardalin lies 50 km away from the nearest oil processing facility, Polar Lights built its own 
oil treatment facility capable of handling up to 25,000 barrels per day. A permanent 
complex including accommodation modules, power generation, telecommunications, 
drinking water and sewerage facilities has been built to allow year around operations. 

2. Kazakhstan 

Many of the world’s traditional hydrocarbon producing areas are fast maturing and 
will soon begin their inevitable declines. This pessimistic yet realistic outlook has fostered 
a constant search for new reserves throughout the world. 7 Kazakhstan, with its extensive 
energy resources, has become one of the key areas for future projects. Current production 
is mainly from on-shore facilities, but there exists significant offshore potential that has 



7 Mark Thomas, "Cashing On In Kazakhstan", Euroil, September, 1995. 
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encouraged early involvement by several major international oil companies. 

Output from the former Soviet republics is expected to increase by just over one 
million barrels per day in the next five years, with about half of the increase from Russia 
and half from the other republics, notably Kazakhstan. 8 Moreover, aggregate non-OPEC 
supply is projected to increase from an estimated 42.3 million barrels per day in 1995 to 
47.8 million barrels per day in the year 2000. 

a, Tengiz and Korolev Fields 

Investment and speculation in Kazakhstan moved along at a brisk pace in 
recent years as demonstrated by projects such as Tengiz and Karachaganak, which 
appeared to be progressing well. However, during 1995 they both had more than their fair 
share of problems. The main issue that dominated last years' controversy was the pipelines' 
export route. Negotiations between Chevron and Oman over the route of a $1.2 billion 
pipeline, designed to transport oil from projects including the giant 25 billion barrel 
Tengiz and Korolev fields, lead to a major confrontation between the two partners. Not 
surprisingly, the source of the friction was money. Specifically, it was the amounts that 
each party felt the other should pay towards the project. This ended with Richard Matzke, 
President of Chevron Overseas Petroleum, saying bluntly that it was clearly time for 
Oman to back off or back out and adding that Chevron wanted a pipeline that makes 
economic sense. 9 The debate lead to a dramatic slowdown in project spending (Chevron 

8 David H. Knapp, Oil & Gas Journal, vol. 93, Issue 52, News Special Report, December 25, 1995. 

9 Mark Thomas, "Cashing On In Kazakhstan", Euroil, September, 1995. 
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rebudgeted for around half of what was originally planned). The issue was not helped by 
Russia’s demand for tariffs associated with access to its export pipelines for Tengiz oil. In 
spite of these setbacks, Chevron hopes to eventually produce around 700,000 barrels per 
day from the field by the year 2010. This number includes production from the 
neighboring one billion barrel Korolev field that is scheduled to begin production around 
the year 2000. According to the Wall Street Journal, Chevron explained cutting the 
Tengiz’s budget in 1995 from $500 million to $50 million as the result of postponed 
construction of the Tengiz refinery until 1996, and limitations imposed by Russia for oil 
transportation. Tengizchevroil's had forced it to constrain its oil extraction quota of one 
million metric tons of oil and gas a year in the Tengiz oil fields due to a lack of other 
pipelines to export oil. In recent months the situation has improved. The problem was, at 
least temporarily, resolved early in 1996. ITAR-TASS reported on 17 April that 
Tengizchevroil will now be able to export a significantly greater amount of oil through 
Russian territory every year following an agreement reached between the relevant parties 
in Russia and Kazakhstan. Kazakhstan will now be able to export about four to five metric 
tons of oil and gas condensates a year through the Atyrau-Samara pipeline and through 
the Russian oil company Transneft's system to Europe. As a result, Kazakhstan's oil 
output increased by 23% in the first quarter of this year. This will bring in an extra $450 
million. Further, the Kazakhstani government has sold half of its 50% share in 
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